








DECEMBER 21 
1949 


Number 59 


IS THERE A REAL ESTATE CYCLE? 


(A Continuation) 


N May 16,1949, we published a bulletin withthis same title in which we out- 

lined work of other men and organizations, both here and abroad, on real es- 

tate and construction cycles. These studies covered cities of the United 
States, England, Scotland, Germany, Sweden and Canada. In all a decided cyclical 
movement of real estate and construction was indicated and in all the cycle was 
very long and generally similar to the cycle we have shown in our reports. For the 
detailed figures on these studies we would refer you to our report number 21 of 
Volume 18. 


Recently renewed criticisms of real estate cycles, particularly by Herbert U. 
Nelson in HEADLINES, have brought in numerous letters from subscribers to our 
reports suggesting that we answer these articles, particularly the one of November 
7, 1949, headed “No Boom, No Bust.” In this article Mr. Nelson said; “Cycle- 
seers, who multiply statistics by months, are sure that the habits of fish and cater- 
pillars guide man’s destiny. They say we have had our boom -- now for the bust. 
These prophets, infected with the oriental philosophy of eternal recurrence, are 
sure that history is a phonograph record, endlessly repeated on predetermined 
dates of the calendar. Tune in on the cycle and get rich while you sleep. No wonder 
they find buyers for their charts,” 


We do not question the right of Mr. Nelson or of anyone else to criticize the real 
estate cycle or any of the other studies prepared either by us or by others, It is 
constant criticism which keeps any organization alert to its responsibilities and 
careful of the work that it does. Where the criticism is based on logical reasoning, 
it must necessarily be examined in a dispassionate manner in an effort to arrive at 
an intelligent opinion. 


We are interested neither in proving a continuance of high volume in the real es- 
tate field nor a shrinkage in volume. If I can correctly predict the trends, our or- 
ganization will find customers for our reports regardless of whether these reports 
appear to be pessimistic or optimistic. 


The only alternative for us to a dispassionate examination of the facts in arriv- 
ing at our opinions is to become propagandists attempting to bolster real estate 
values by publishing figures and charts carefully edited to bring about that result. 
I believe that a propaganda organization following such a course could be quite suc- 
cessful over a period of years, even though all of its forecasts were wrong and 
real estate trends continued down. There will always be a demand for “sales 
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arguments,” especially if these studies can create the impression of being scien- 
tifically prepared. There will always be sales organizations in the real estate field 
and in other fields which are interested in presenting to prospects only such facts 
as have an optimistic implication. 


Our company, however, has no intention of ever “espousing causes.” We are 
not interested in attempting to propagandize for or against real estate, either in 
our regular reports or in any special studies we might make. At times in the past 
we have been more optimistic on the future of real estate than the most enthusiastic 
real estate salesman, Before the beginning of the present boom we told real estate 
organizations to “‘ make their clients buy real estate” and that by so doing they would 
make permanent satisfied clients. There were times when we advised persons that 
if they ever intended to build a home during their lifetime they should let their con- 
tracts within a six-month period or pay a very much higher price in the future. 


The reasons given by Mr. Nelson in the November 7 HEADLINES for disbeliev- 
ing in cycles are as follows: 


1, Long-term amortized mortgages for homes and farms have become standard 
practice, eliminating a large part of the high risk second and third mortgage finan- 
cing, thus reducing the risk of forced sale and equity loss. 2. The equity position 
of real estate owners is the best in our history. 3. There is little inflation in real 
estate today. 4. Commercial properties are occupied more and more under per- 
centage leases, 5. Residential rents are not inflated, Thirty-one dollars per family 
for 17 million tenants is an average monthly charge of 12% of the ordinary family 
budget. 6. A big backlog of continuing demand for better and more residential 
housing is still general throughout the country. 7. Mortgagees are attempting more 
flexible policies, 8, Looming big as a stabilizing factor for real estate is the world- 
wide monetary inflation. 


Let us consider each of these arguments in turn and test its validity as a reason 
for believing that there is no real estate cycle. 


1, The amortized long-term mortgage for home and farm buyers is certainly 
an improvement over the type of financing popular in previous real estate booms. 
We think, however, that it is quite debatable whether this new type of financing is all 
on the plus side of the ledger. During the boom of the twenties it was the attempt 
of conservative mortgage lenders to lend 50% of the value of an older property 
and probably 60% of the value of a newer property on a first mortgage. The mort- 
gage lender was not insured against loss and attempted to use his best judgment in 
determining risks, At the present time properties are being purchased with a first 
mortgage constituting anywhere from 66-2/3 per cent of the value to 100 per cent. 
Ninety per cent loans for long periods have become quite popular, and 95 per cent 
loans for periods of twenty to twenty-five years are quite frequently advocated as 
the method by which home ownership can be brought to many of those who have 
found it financially impossible in the past. 


On apartment developments, many speculative builders are going ahead with 
very little regard for the eventual soundness of the projects. The fact that a 608 
loan is available makes it possible in most cases for them to build, finance, and 
get out. The mortgage lender in many cases is not interested in the soundness of 
the loan so long as the government will insure it. The head of one of the largest 























mortgage lending institutions in the United States told me some time ago that he was 
making 608 loans in large quantities, realizing that he was probably buying govern- 
ment debentures. In a public address I made some time ago on the mortgage situa- 
tion I said that many of the loans that were being made by mortgage-lenders today 
would not be made were it not for government insurance, I was criticized later by 
one of the audience who insisted I should have said that none of the loans would be 
made were it not for government guarantees. 


To us, the abandonment of judgment on the part of many mortgage lenders on 
loans insured by the government is a very dangerous development. In reality, the 
insuring of unsound loans by Federal agencies is a public subsidy as indefensible 
as the subsidies which the real estate owner criticizes for public housing, agricul- 
ture, etc. 


Even granting that the amortizedloan will lessen foreclosuresin time of economic 
stress, there is nothing in this argument which would indicate that periods of econom- 
ic stress will not occur again following periods of excesses, The argument of the 
amortized loan might be used to try to prove that the cyclical fluctuations in the fu- 
ture may not be so great as they have been in the past, but to me there is nothing in 
this innovation in mortgage lending which would indicate that all speculative build- 
ing will be successful, that all unwise purchases of real estate will work out, that 
all over-building will be immediately absorbed, and that the errors of mortgage 
lenders and of Federal agencies will not result in property owners eventually find- 


ing themselves owing more on their properties than the properties will bring in the 
open market. 


2. “, .. the equity position of real estate owners is the best in our history. 
Fifty-seven per cent of owner-occupied homes have no mortgage. Seventy per cent 
of our farms are free of mortgage debt.” This is probably true. The inflation of 
real estate values has increased the selling prices of real estate without affecting 
the number of dollars due on the mortgage. Easy money during the war and postwar 
boom has enabled many property owners to pay off mortgages entirely and this is all 
to the good. The fact remains, however, that the dollar mortgage indebtedness on 
real estate today is higher than it has ever been at any time in our history and this 
mortgage indebtedness is being increased at the present time at the rate of $7 bil- 
lion per year. If we continue with our present trends for another year, by the begin- 
ning of 1951 mortgage debt in the United States will equal $67 billion, which is 
equivalent to the combined annual wage of twenty-four million manufacturing workers 


at present wages. This is more than twice the number of workers of this sort in the 
United States. 


3. According to Mr, Nelson, “There is little inflation in real estate today.” We 
think this is contrary to the experience of practically all real estate operators, In 
our studies of the fluctuations of selling prices we have examined thousands of actual 
sales of property, in each case relating the selling price of a residential property to 
its replacement cost new. Within the past few years we have seen actual sales on 
properties twenty to twenty-five years old at 30 to 40% above their replacement cost 
new. It is true that the wildest of these inflated values have subsided. There isa 
point in each cycle after the boom and before the succeeding depression when values 
fluctuate around what might be called *normal.” This has never in the past, however, 
been any indicationthat values would not drop below normal in the period that follows, 
nor is it in itself a proof of this at the present time. 
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4. “Commercial properties are occupied more and more under percentage leas- 
es.” This is true, but in most percentage leases a minimum rental is specified and in 
most cases when a lease is negotiated the minimum is placed by the landlord quite 
close to the actual rental at the time. If business declines by a large percentage, 
the percentage lease for all practical purposes becomes a straight lease at an amount 
which constitutes a constantly increasing percentage of gross volume as business 
falls off. If percentage leases had no minimum, I think they would have a tendency to 
reduce the amplitude of the swings on commercial property, but this is not the case, 


5. “Residential rents are not inflated.” According to Mr. Nelson, $31 per family 
for 17 million tenant units is an average monthly charge which takes only 12% of 
the ordinary family budget - the lowest in our history. I will grant that residential 
rents have been frozen at too low a level and that abnormally low rents would rise 
in a free market, but as they rise demand will shrink and many new units built 
under existing high construction costs will find that they cannot be rented for the 
amount necessary to pay a return on the investment. The very fact that such a large 
percentage of our dwelling units are being rented at a price below their worth forms 
the greatest threat to the newer residential buildings where rents must necessarily 
be high to maintain a value above the mortgage indebtedness. The eventual removal 
of rent control will mean that many rents will rise, but will also mean that many 
other rents will fall and, unfortunately, the ones which will fall are those where, in 
most cases, the percentage of the mortgage is highest in relationship to the value 
of the property. 


6. “A big backlog of continuing demand for better and more residential housing is 
still general throughout the country.” I am not at all certain of the truth of this state- 
ment, It seems to me that the present building boom is based primarily on loose 
credit and has very little definite relationship to actual demand. The present build- 
ing boom can be continued until the market is badly overbuilt if the Federal gov- 
ernment will continue to guarantee large percentage loans for practically all com- 
ers. Actually, during the past nine years we have built 865,000 more dwelling units 
in nonfarm areas of the United States than the increase in the number of families, 


7. “Mortgagees ... are adopting more flexible policies.” This is to the good 
insofar as it is carefully administered. Flexibility in mortgage policies in the hands 
of a mortgage officer under constant pressure to put out vast funds at interest may 
result in many unwise and unsound loans, 


8. “Looming big as a stabilizing factor for real estate is the worldwide mone- 
tary inflation which may hit us any day.” This is probably one of the soundest rea- 
sons for believing that real estate will not decline in price to anything like the levels 
which it reached when the war started in 1939. With this we agree, but we do not 
believe that the failure to drop back to those levels will prevent a drop of sufficient 
size to cause economic distress, providing the natural reaction to the excesses of the 
boom and providing the cyclical motion which Mr. Nelson attempts to disprove. 











